S. PrT.

108th Congress
} COMMITTEE PRINT [ 108-54

2d Session

TAX EXPENDITURES

Compendium of Background Material
on Individual Provisions

COMMITTEE ON THE BUDGET
UNITED STATES SENATE

DECEMBER 2004

PREPARED BY THE

CONGRESSIONAL RESEARCH SERVICE

Prepared for the use of the Committee on the Budget by the Congres-
sional Research Service. This document has not been officially approved
by the Committee and may not reflect the views of its members.




TAX EXPENDITURES—Compendium of Background Material on Individual Provisions






S. PrT.
COMMITTEE PRINT 108-54

108th Congress
2d Session

TAX EXPENDITURES

Compendium of Background Material
on Individual Provisions

COMMITTEE ON THE BUDGET
UNITED STATES SENATE

DECEMBER 2004

PREPARED BY THE

CONGRESSIONAL RESEARCH SERVICE

Prepared for the use of the Committee on the Budget by the Congres-
sional Research Service. This document has not been officially approved
by the Committee and may not reflect the views of its members.

U.S. GOVERNMENT PRINTING OFFICE
97-214cc WASHINGTON : 2004

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512-1800; DC area (202) 512-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402—0001



CHARLES E. GRASSLEY,

COMMITTEE ON THE BUDGET

DON NICKLES, Oklahoma, Chairman
PETE V. DOMENICI, New Mexico

Towa

JUDD GREGG, New Hampshire
WAYNE ALLARD, Colorado
CONRAD BURNS, Montana
MICHAEL ENZI, Wyoming
JEFF SESSIONS, Alabama

JIM BUNNING, Kentucky
MIKE CRAPO, Idaho
JOHN ENSIGN, Nevada
JOHN CORNYN, Texas

KENT CONRAD, North Dakota
ERNEST F. HOLLINGS, South Carolina
PAUL S. SARBANES, Maryland
PATTY MURRAY, Washington

RON WYDEN, Oregon

RUSSELL D. FEINGOLD, Wisconsin
TIM JOHNSON, South Dakota
ROBERT C. BYRD, West Virginia
BILL NELSON, Florida

DEBBIE STABENOW, Michigan
JON S. CORZINE, New Jersey

HAZEN MARSHALL, Majority Staff Director
MARY ANN NAYLOR, Staff Director

ii



LETTER OF TRANSMITTAL

December 16, 2004
UNITED STATES SENATE
COMMITTEE ON THE BUDGET
WASHINGTON, DC

To the Members of the Committee on the Budget:

The Congressional Budget and Impoundment and Control Act of 1974
(as amended) requires the Budget Committees to examine tax expenditures
as they develop the Congressional Budget Resolution. There are over 150
separate tax expenditures in current law. Section 3(3) of the Budget Act of
1974 defines tax expenditures as those revenue losses attributable to
provisions of the Federal tax laws which allow a special exclusion,
exemption, or deduction from gross income or provide a special credit, a
preferential rate of tax, or a deferral of tax liability.

Tax expenditures are becoming increasingly important when
considering the budget. They are often enacted as permanent legislation
and can be compared to direct spending on entitlement programs. Both tax
expenditures and entitlement spending have received, as they should in the
current budget environment, increased scrutiny.

This print was prepared by the Congressional Research Service (CRS)
and was coordinated by Cheri Reidy of the Senate Budget Committee staff.
All tax code changes through the end of the 108th Congress are included.

The CRS has produced an extraordinarily useful document which
incorporates not only a description of each provision and an estimate of its
revenue cost, but also a discussion of its impact, a review of its underlying
rationale, an assessment which addresses the arguments for and against the
provision, and a set of bibliographic references. Nothing in this print
should be interpreted as representing the views or recommendations of the
Senate Budget Committee or any of its members.

Don Nickles
Chairman
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LETTER OF SUBMITTAL

CONGRESSIONAL RESEARCH SERVICE
THE LIBRARY OF CONGRESS
Washington, D.C., December 20, 2004

Honorable Don Nickles

Chairman, Committee on the Budget
U.S. Senate

Washington, DC 20510.

Dear Mr. Chairman:

I am pleased to submit a revision of the December 2002 Committee
Print on Tax Expenditures.

As in earlier versions, each entry includes an estimate of each tax
expenditure’s revenue cost, its legal authorization, a description of the tax
provision and its impact, the rationale at the time of adoption, an
assessment, and bibliographic citations. The impact section includes
quantitative data on the distribution of tax expenditures across income
classes where such data are relevant and available. The rationale section
contains some detail about the historical development of each provision.
The assessment section summarizes major issues surrounding each tax
expenditure.

The revision was written under the general direction of Jane G.
Gravelle, Senior Specialist in Economic Policy. Contributors of individual
entries include James M. Bickley, David L. Brumbaugh, Gregg A.
Esenwein, Jane G. Gravelle, Gary Guenther, Pamela Jackson, Steven
Maguire, Nonna Noto, Maxim Shvedov, and Louis A. Talley of the
Government and Finance Division; Richard Bourdon, Velma W. Burke,
Linda Levine, Robert F. Lyke, Gail McCallion, Neela Ranade, Edward B.
Rappaport, and Christine Scott of the Domestic Social Policy Division; and
Salvatore Lazzari of the Resources, Science and Industry Division.
Thomas A. Holbrook provided editorial assistance and prepared the
document for publication.

DANIEL P. MULHOLLAN, Director
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INTRODUCTION

This compendium gathers basic information concerning 128 Federal
tax provisions currently treated as tax expenditures. They include those
listed in Tax Expenditure Budgets prepared for fiscal years 2005-2009 by
the Joint Committee on Taxation,' although certain separate items that are
closely related and are within a major function may be combined.

With respect to each tax expenditure, this compendium provides:

The estimated Federal revenue loss associated with the provision
for individual and corporate taxpayers, for fiscal years
2005-2009, as estimated by the Joint Committee on Taxation;

The legal authorization for the provision (e.g., Internal Revenue
Code section, Treasury Department regulation, or Treasury
ruling);

A description of the tax expenditure, including an example of its
operation where this is useful;

A brief analysis of the impact of the provision, including
information on the distribution of benefits where data are
available;

A brief statement of the rationale for the adoption of the tax
expenditure where it is known, including relevant legislative
history;

An assessment, which addresses the arguments for and against
the provision; and

References to selected bibliography.

us. Congress, Joint Committee on Taxation. Estimates of Federal Tax
Expenditures for Fiscal Years 2005-2009, forthcoming. Estimates may be subject
to change; see the Joint Committee document for final estimates.

1)
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The information presented for each tax expenditure is not intended to
be exhaustive or definitive. Rather, it is intended to provide an introductory
understanding of the nature, effect, and background of each provision. Good
starting points for further research are listed in the selected bibliography
following each provision.

Defining Tax Expenditures

Tax expenditures are revenue losses resulting from Federal tax
provisions that grant special tax relief designed to encourage certain kinds
of behavior by taxpayers or to aid taxpayers in special circumstances. These
provisions may, in effect, be viewed as spending programs channeled
through the tax system. They are, in fact, classified in the same functional
categories as the U.S. budget.

Section 3(3) of the Congressional Budget and Impoundment Control
Act of 1974 specifically defines tax expenditures as:

... those revenue losses attributable to provisions of the Federal tax laws which
allow a special exclusion, exemption, or deduction from gross income or which
provide a special credit, a preferential rate of tax, or a deferral of tax liability;

In the legislative history of the Congressional Budget Act, provisions
classified as tax expenditures are contrasted with those provisions which are
part of the "normal structure" of the individual and corporate income tax
necessary to collect government revenues.

The listing of a provision as a tax expenditure in no way implies any
judgment about its desirability or effectiveness relative to other tax or non-
tax provisions that provide benefits to specific classes of individuals and
corporations. Rather, the listing of tax expenditures, taken in conjunction
with the listing of direct spending programs, is intended to allow Congress
to scrutinize all Federal programs relating to the same goals--both non-tax
and tax--when developing its annual budget. Only when tax expenditures
are considered will congressional budget decisions take into account the full
spectrum of Federal programs.

Because any qualified taxpayer may reduce tax liability through use of
a tax expenditure, such provisions are comparable to entitlement programs
under which benefits are paid to all eligible persons. Since tax expenditures
are generally enacted as permanent legislation, it is important that, as
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entitlement programs, they be given thorough periodic consideration to see
whether they are efficiently meeting the national needs and goals for which
they were established.

Tax expenditure budgets which list the estimated annual revenue losses
associated with each tax expenditure first were required to be published in
1975 as part of the Administration budget for fiscal year 1976, and have
been required to be published by the Budget Committees since 1976. The
tax expenditure concept is still being refined, and therefore the classification
of certain provisions as tax expenditures continues to be discussed.
Nevertheless, there has been widespread agreement for the treatment as tax
expenditures of most of the provisions included in this compendium.’

As defined in the Congressional Budget Act, the concept of tax
expenditure refers to the corporation and individual income taxes. Other
parts of the Internal Revenue Code--excise taxes, employment taxes, estate
and gift taxes--also have exceptions, exclusions, refunds and credits (such
as a gasoline tax exemptions for non-highway uses) which are not included
here because they are not parts of the income tax.

Administration Fiscal Year 2005 Expenditure Budget
There are several differences between the tax expenditures shown in
this publication and the tax expenditure budget found in the Administration's
FY2005 budget document. In some cases tax expenditures are combined in
one list, but not in the other.

Major Types of Tax Expenditures

Tax expenditures may take any of the following forms:

%For a discussion of the conceptual problems involved in defining tax
expenditures and some of the differences between the Administration and Joint
Committee approaches, see The Budget of the United States Government, Fiscal
Year 2005, Analytical Perspectives, "Tax Expenditures," pp. 285-325. See also
Linda Sugin, “What is Happening to the Tax Expenditure Budget?” Tax Notes,
August 16, 2004, pp. 763-766.
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(1) exclusions, exemptions, and deductions, which reduce taxable
income;

(2) preferential tax rates, which apply lower rates to part or all of a
taxpayer's income;

(3) credits, which are subtracted from taxes as ordinarily computed;

(4) deferrals of tax, which result from delayed recognition of income
or from allowing in the current year deductions that are properly attributable
to a future year.

The amount of tax relief per dollar of each exclusion, exemption, and
deduction increases with the taxpayer's tax rate. A tax credit is subtracted
directly from the tax liability that would otherwise be due; thus the amount
of tax reduction is the amount of the credit--which does not depend on the
marginal tax rate. (See Appendix A for further explanation.)

Order of Presentation

The tax expenditures are presented in an order which generally
parallels the budget functional categories used in the congressional budget,
i.e., tax expenditures related to "national defense" are listed first, and those
related to "international affairs" are listed next. In a few instances, two or
three closely related tax expenditures derived from the same Internal
Revenue Code provision have been combined in a single summary to avoid
repetitive references even though the tax expenditures arerelated to different
functional categories. This parallel format is consistent with the requirement
of section 301(d)(6) of the Budget Act, which requires the tax expenditure
budgets published by the Budget Committees as parts of their April 15
reports to present the estimated levels of tax expenditures "by major
functional categories."

Impact (Including Distribution)

The impact section includes information on the direct effect of the
provisions and, where available, the distributional effect across individuals.
Unless otherwise specified, distributional tables showing the share of the tax
expenditure received by income class are calculated from data in the Joint
Committee on Taxation's committee print on tax expenditures for 2005-
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2009. This distribution uses an expanded income concept that is composed
of adjusted gross income (AGI), plus (1) tax-exempt interest, (2) employer
contributions for health plans and life insurance, (3) employee share of
FICA tax, (4) worker's compensation, (5) nontaxable Social Security
benefits, (6) insurance value of Medicare benefits, (7) corporate income tax
liability passed on to shareholders, (8) alternative minimum tax preferences,
and (9) excluded income of U.S. citizens abroad.

The following table shows the estimated distribution of returns by
income class, for comparison with those tax expenditure distributions:

Distribution by Income Class of Tax Returns at 2004

Income Levels

Income Class Percentage

(in thousands of $) Distribution
Below $10 16.8
$10 to $20 14.7
$20 to $30 13.1
$30 to $40 10.9
$40 to $50 8.6
$50 to $75 15.1
$75 to $100 9.0
$100 to $200 9.5
$200 and over 2.3

These estimates were made for nine tax expenditures. For other tax
expenditures, a distributional estimate or information on distributional
impact is provided, when such information could be obtained.

Many tax expenditures are corporate and thus do not directly affect the
taxes of individuals. Most analyses of capital income taxation suggest that
such taxes are likely to be borne by capital given reasonable behavioral
assumptions.® Capital income is heavily concentrated in the upper-income
levels. For example, the Congressional Budget Office* reports in 2001 that
52 percent of capital income was received by the top 1 percent of the

3See Jane G. Gravelle, Distributional Effects of Taxes on Corporate Profits,

Investment Income, and Estates, Library of Congress, Congressional Research
Service Report R1L.32517, August 9,2004.

‘us. Congress, Congressional Budget Office. Effective Federal Tax Rates for
1979-2001, April 2004, Table 1B.
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population, 68 percent was received by the top 5 percent, 75 percent was
received by the top 10 percent, and 83 percent was received by the top 20
percent. The distribution across the first four quintiles was 1, 2, 5, and 8

percent. Corporate tax expenditures would, therefore, tend to benefit higher-
income individuals.

Rationale

Each tax expenditure item contains a brief statement of the rationale
for the adoption of the expenditure, where it is known. They are the
principal rationales publicly given at the time the provisions were enacted.
The rationale also chronicles subsequent major changes in the provisions
and the reasons for the changes.

Assessment

The assessment section summarizes the arguments for and against the
tax expenditures and the issues they raise. These issues include effects on
economic efficiency, on fairness and equity, and on simplicity and tax
administration. Further information can be found in the bibliographic
citations.

Estimating Tax Expenditures

The revenue losses for all the listed tax expenditures are those
estimated by the Joint Committee on Taxation.

In calculating the revenue loss from each tax expenditure, it is assumed
that only the provision in question is deleted and that all other aspects of the
tax system remain the same. In using the tax expenditure estimates, several
points should be noted.

First, in some cases, if two or more items were eliminated, the
combination of changes would probably produce a lesser or greater revenue
effect than the sum of the amounts shown for the individual items. Thus, the
arithmetical sum of all tax expenditures (reported below) may be different
from the actual revenue consequences of eliminating all tax expenditures.

Second, the amounts shown for the various tax expenditure items do
not take into account any effects that the removal of one or more of the items
might have on investment and consumption patterns or on any other aspects
of individual taxpayer behavior, general economic activity, or decisions
regarding other Federal budget outlays or receipts.



7

Finally, the revenue effect of new tax expenditure items added to the
tax law may not be fully felt for several years. As a result, the eventual
annual cost of some provisions is not fully reflected until some time after
enactment. Similarly, if items now in the law were eliminated, it is unlikely
that the full revenue effects would be immediately realized.

These tax expenditure estimating considerations are, however, similar
to estimating considerations involving entitlement programs. Like tax
expenditures, annual budget estimates for each transfer and income-security
program are computed separately. However, if one program, such as
veterans pensions, were either terminated or increased, this would affect the
level of payments under other programs, such as welfare payments.

Also, like tax expenditure estimates, the elimination or curtailment of
a spending program, such as military spending or unemployment benefits,
would have substantial effects on consumption patterns and economic
activity that would directly affect the levels of other spending programs.
Finally, like tax expenditures, the budgetary effect of terminating certain
entitlement programs would not be fully reflected until several years later
because the termination of benefits is usually only for new recipients, with
persons already receiving benefits continued under "grandfather" provisions.
All revenue loss estimates are based upon the tax law enacted through the
end of the 108" Congress.

The expenditure table below shows an initial declining amount for
corporations. This decline is due to the temporary first year depreciation for
equipment enacted in 2002 that expires in 2004 and largely involves a timing
shift: a loss of revenue in the short run offset by a long run gain.

Sum of Tax Expenditure Estimates by Type of Taxpayer,

Fiscal Years 2005-2009
[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 812.3 85.8 898.1
2006 845.4 75.9 921.3
2007 884.4 82.7 967.1
2008 935.6 86.1 1021.7
2009 926.0 91.6 1017.6

Note: These totals are the mathematical sum of the estimated fiscal year
effect of each of the tax expenditure items included in this publication. The
limitations on the use of the totals are explained in the text. Source: Computed from
data supplied by the Joint Committee on Taxation.
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National Defense

EXCLUSION OF BENEFITS AND ALLOWANCES
TO ARMED FORCES PERSONNEL

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 29 - 29
2006 29 - 2.9
2007 3.0 - 3.0
2008 3.1 - 3.1
2009 3.1 - 3.1

Authorization

Sections 112 and 134, and court decisions [see Jones v. United States, 60
Ct. Cl. 552 (1925)].

Description

Military personnel are provided with a variety of in-kind benefits (or cash
payments given in lieu of such benefits) that are not taxed. These benefits
include medical and dental benefits, group term life insurance, professional
education and dependent education, moving and storage, premiums for
survivor and retirement protection plans, subsistence allowances, uniform
allowances, housing allowances, overseas cost-of-living allowances,
evacuation allowances, family separation allowances, travel for consecutive
overseas tours, emergency assistance, family counseling and defense
counsel, burial and death services, travel of dependents to a burial site, and
a number of less significant items.

Other benefits include certain combat-zone compensation and combat-

related benefits. In addition, any member of the armed forces who dies
while in active service in a combat zone or as a result of wounds, disease, or

(13)
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injury incurred while in service is excused from all tax liability. Any unpaid
tax due at the date of the member's death (including interest, additions to the
tax, and additional amounts) is abated. If collected, such amounts are
credited or refunded as an overpayment. (Medical benefits for dependents
are discussed subsequently under the Health function.) Families of members
of the armed forces receive a $12,000 death gratuity payment for deceased
members of the armed forces. The full amount of the death gratuity payment
is tax-exempt.

The personal use of an automobile is not excludable as a qualified
military benefit.

The rule that the exclusion for qualified scholarships and qualified tuition
reductions does not apply to amounts received that represent compensation
for services no longer applies in the case of amounts received under the
Armed Forces Health Professions Scholarship and Financial Assistance
Program or the F. Edward Hebert Armed Forces Health Professions
Scholarship and Financial Assistance Program. Recipients of these
i:cholarships are obligated to serve in the military at an armed forces medical

acility.

Impact

Many military benefits qualify for tax exclusion. That is to say, the value
of the benefit (or cash payment made in lieu of the benefit) is not included
in gross income. Since these exclusions are not counted in income, the tax
savings are a percentage of the amount excluded, dependent upon the
marginal tax bracket of the recipient.

An individual in the 10-percent tax bracket (the lowest income tax
bracket) would not pay taxes equal to $10 for each $100 excluded.
Likewise, an individual in the 35-percent tax bracket (the highest income tax
bracket) would not pay taxes of $35 for each $100 excluded. Hence, the
same exclusion can be worth different amounts to different military
personnel, depending on their marginal tax bracket. By providing military
compensation in a form not subject to tax, the benefits have greater value for
members of the armed services with high income than for those with low
income.

The exclusion of qualified medical scholarships will primarily benefit
students, therefore most beneficiaries are likely to have low tax rates. As
noted earlier, the tax benefit of an exclusion varies according to the marginal
tax rate of the individual.
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Rationale

In 1925, the United States Court of Claims in Jones v. United States, 60
Ct. Cl. 552 (1925), drew a distinction between the pay and allowances
provided military personnel. The court found that housing and housing
allowances were reimbursements similar to other non-taxable expenses
authorized for the executive and legislative branches.

Prior to this court decision, the Treasury Department had held that the
rental value of quarters, the value of subsistence, and monetary
commutations were to be included in taxable income. This view was
supported by an earlier income tax law, the Act of August 27, 1894, (later
ruled unconstitutional by the Courts) which provided a two- percent tax "on
all salaries of officers, or payments to persons in the civil, military, naval,
or other employment of the United States."

The principle of exemption of armed forces benefits and allowances
evolved from the precedent set by Jones v. United States, through
subsequent statutes, regulations, or long-standing administrative practices.

The Tax Reform Act of 1986 (P.L. 99-514) consolidated these rules so
that taxpayers and the Internal Revenue Service could clearly understand
and administer the tax law consistent with fringe benefit treatment enacted
as part of the Deficit Reduction Act of 1984 (P.L. 98-369). The Assistant
Secretary of the Treasury for Tax Policy, Pamela F. Olson, has indicated that
because of the uncertainty concerning Treasury’s authority to add dependent
care assistance programs to the list of qualified military benefits, Treasury
would welcome legislation which clarified the law in this area.

For some benefits, the rationale was a specific desire to reduce tax
burdens of military personnel during wartime (as in the use of combat pay
provisions); other allowances were apparently based on the belief that
certain types of benefits were not strictly compensatory, but rather intrinsic
elements in the military structure.

The Economic Growth and Tax Reconciliation Relief Act (P.L. 107-16)
simplified the definition of earned income by excluding nontaxable
employee compensation, which included combat zone pay, from the
definition of earned income. The amount of earned income that armed
forces members reported for tax purposes was reduced and caused a net loss
in tax benefits for some low-income members of the armed forces. The
Working Families Tax Relief Act of 2004 (P.L. 108-311) provided that
combat pay that was otherwise excluded from gross income could be treated
as earned income for the purpose of calculating the earned income tax credit
and the child tax credit.
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Assessment

Some military benefits are akin to the "for the convenience of the
employer" benefits provided by private enterprise, such as the allowances
for housing, subsistence, payment for moving and storage expenses,
overseas cost-of-living allowances, and uniforms. Other benefits are
equivalent to employer-provided fringe benefits such as medical and dental
benefits, education assistance, group term life insurance, and disability and
retirement benefits.

Some see the provision of compensation in a tax-exempt form as an unfair
substitute for additional taxable compensation. The tax benefits that flow
from an exclusion do provide the greatest benefits to high- rather than low-
income military personnel. Administrative difficulties and complications
could be encountered in taxing some military benefits and allowances that
currently have exempt status; for example, it could be difficult to value
meals and lodging when the option to receive cash is not available. By
eliminating exclusions and adjusting military pay scales accordingly, aresult
might be to simplify decision-making about military pay levels and make
"actual" salary more apparent and satisfying to armed forces personnel. If
military pay scales were to be adjusted upward, it could increase the
retirement income of military personnel. However, elimination of the tax
exclusions could also lead service members to think their benefits were
being cut, or provide an excuse in the "simplification" process to actually cut
benefits, affecting recruiting and retention negatively.
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National Defense

EXCLUSION OF MILITARY DISABILITY BENEFITS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 - 0.1
2006 0.1 - 0.1
2007 0.1 - 0.1
2008 0.1 - 0.1
2009 0.1 - 0.1

Authorization

Section 104(a)(4) or (5) and 104(b).

Description

Members of the armed forces on or before September 24, 1975, are
eligible for tax exclusion of disability pay. The payment from the
Department of Defense is based either on the percentage-of-disability or
years-of-service methods.

In the case of the percentage-of-disability method, the pension is the
percentage of disability multiplied by the terminal monthly basic pay. These
disability pensions are excluded from gross income.

In the years-of-service method, the terminal monthly basic pay is
multiplied by the number of service years times 2.5. Only that portion that
would have been paid under the percentage-of-disability method is excluded
from gross income.

Members of the United States armed forces joining after September 24,
1975, and who retire on disability, may exclude from gross income

19)
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Department of Defense disability payments equivalent to disability payments
they could have received from the Veterans Administration. Otherwise,
Department of Defense disability pensions may be excluded only if the
disability is directly attributable to a combat-related injury.

Under the Victims of Terrorism Tax Relief Act 0of 2001 an exclusion from
gross income for disability income is extended to any individual (civilian or
military) when attributable to a terroristic or military action regardless of
where the activity occurs (inside or outside the United States).

Impact

Disability pension payments that are exempt from tax provide more net
income than taxable pension benefits at the same level. The tax benefit of
this provision increases as the marginal tax rate increases, and is greater for
higher-income individuals.

Rationale

Typically, acts which provided for disability pensions for American
veterans also provided that these payments would be excluded from
individual income tax. In 1942, the provision was broadened to include
disability pensions furnished by other countries (many Americans had joined
the Canadian armed forces). It was argued that disability payments, whether
provided by the United States or by Canadian governments, were made for
essentially the same reasons and that the veteran's disability benefits were
similar to compensation for injuries and sickness, which at that time was
already excludable from income under Internal Revenue Code provisions.

In 1976, the exclusion was repealed, except in certain instances.
Congress sought to eliminate abuses by armed forces personnel who were
classified as disabled shortly before becoming eligible for retirement in
order to obtain tax-exempt treatment for their pension benefits. After
retiring from military service, some individuals would earn income from
other employment while receiving tax-free military disability benefits. Since
present armed forces personnel may have joined or continued their service
because of the expectation of tax-exempt disability benefits, Congress
deemed it equitable to limit changes in the tax treatment of disability
payments to those joining after September 24, 1975.

In response to the terrorist attack of September 11, 2001 Congress
amended section 104 to exclude from taxation amounts received by any
individual as disability income when attributable to injuries incurred as a
direct result of a terroristic or military action either within or without the
United States. It should be noted that one of the targets of the terrorists was
the Pentagon.
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Assessment

The exclusion of disability benefits paid by the federal government alters
the distribution of net payments to favor higher income individuals. If
individuals had no other outside income, distribution could be altered either

by changing the structure of disability benefits or by changing the tax
treatment.

The exclusion causes the true cost of providing for military personnel to
be understated in the budget.
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National Defense

DEDUCTION FOR OVERNIGHT-TRAVEL EXPENSES OF
NATIONAL GUARD AND RESERVE MEMBERS

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 0.1 - 0.1
2006 0.1 - 0.1
2007 0.1 - 0.1
2008 0.1 - 0.1
2009 0.1 - 0.1
Authorization
26 USC 162.
Description

An above-the-line deduction is available for un-reimbursed overnight
travel, meals, and lodging expenses of National Guard and Reserve
members. In order to qualify for the provision, he or she must have traveled
more than 100 miles away from home and stayed overnight as part of an
activity while on official duty. The deduction applies to all amounts paid or
incurred in tax years beginning after December 31, 2002. No deduction is
generally permitted for commuting expenses to and from drill meetings and
the amount of expenses that may be deducted may not exceed the general
Federal Government per diem rate applicable to that locale.

This deduction is available to taxpayers regardless of whether they claim
the standard deduction or itemize deductions when filing their income tax
return. The deduction is not restricted by the overall limitation on itemized
deductions.

23)
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Impact

The value of the benefit (or cash payment made in lieu of the benefit) is
not included in gross income. Since these deductions are not counted in
income, the tax savings are a percentage of the amount excluded, dependent
upon the marginal tax bracket of the recipient.

An individual in the 10-percent tax bracket (Federal tax law's lowest tax
bracket) would not pay taxes equal to $10 for each $100 excluded.
Likewise, an individual in the 35-percent tax bracket (Federal law's highest
tax bracket) would not pay taxes of $35 for each $100 excluded. Hence, the
same exclusion can be worth different amounts to different military
personnel, depending on their marginal tax bracket. By providing military
compensation in a form not subject to tax, the benefits have greater value for
members of the armed services with high income than for those with low
income.

One of the benefits of an “above-the-line” deduction is that it reduces the
taxpayer’s adjusted gross income (AGI). As AGI increases, it can cause
other tax deductions and credits to be reduced or eliminated. Therefore,
deductions that reduce AGI will often provide a greater tax benefit than
deductions “below-the-line”” that do not reduce AGI.

Rationale

The deduction was authorized by the Military Family Tax Relief Act of
2003 (P.L. 108-121) which expanded tax incentives for military personnel.
Under previous law, the expenses could have been deducted as itemized
deductions only to the extent that they and other miscellaneous deductions
exceeded 2 percent of adjusted gross income. So reservists who did not
itemize were not able to deduct these expenses and reservists who did
itemize could deduct the expenses only in reduced form.

In enacting the new deduction, Congress identified the increasing role that
Reserve and National Guard members fulfill in defending the nation and a
heavy reliance on service personnel to participate in national defense.
Congress noted that more than 157,000 reservists and National Guard were
on active duty status— most assisting in Operation Iraqi Freedom at the time
of enactment.

Assessment

Some military benefits are akin to the "for the convenience of the
employer" benefits provided by private enterprise, such as the allowances
for housing, subsistence, payment for moving and storage expenses,
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overseas cost-of-living allowances, and uniforms. Other benefits are
equivalent to employer-provided fringe benefits such as medical and dental
benefits, education assistance, group term life insurance, and disability and
retirement benefits. The tax deduction can be justified both as a way of

providing support to reservists and as a means of easing travel expense
burdens.
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International Affairs

EXCLUSION OF INCOME EARNED ABROAD
BY U.S. CITIZENS

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 3.6 - 3.6
2006 3.8 - 3.8
2007 4.0 - 4.0
2008 4.2 - 4.2
2009 4.4 - 4.4
Authorization
Section 911.
Description

U.S. citizens are generally subject to U.S. taxes on their foreign- as well
as domestic-source income. However, section 911 of the tax code permits
U.S. citizens (other than Federal employees) who live and work abroad an
exclusion of wage and salary income from taxable income. The amount that
can be excluded is $80,000 in 2002. The exclusion is scheduled to be
indexed for U.S. inflation, beginning in 2008. (Foreign tax credits, however,
cannot be claimed for foreign taxes paid on excluded income.)

Qualifying individuals can also exclude certain expenditures for overseas
housing. To qualify for either exclusion, a person must be a U.S. citizen,
must have their tax home in a foreign country, and must either be a bona fide
resident of a foreign country or have lived abroad for at least 330 days of
any 12 consecutive months. Qualified income must be "earned" income
rather than investment income. If a person qualifies for the exclusion for
only part of the tax year, only part of the exclusion can be claimed. The
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housing exclusion is designed to approximate the extra housing costs of
living abroad; it is equal to the excess of actual foreign housing costs over
16 percent of the salary for a Federal employee at the GS-14, step 1 level.
While a taxpayer can claim both the housing and the income exclusion, the
combined exclusions cannot exceed total foreign earned income, including
housing allowances.

Impact

The exclusion's impact depends partly on whether foreign taxes paid are
higher or lower than U.S. taxes. If an expatriate pays high foreign taxes, the
exclusion has little importance; the U.S. person can use foreign tax credits
to offset any U.S. taxes. For expatriates who pay little or no foreign taxes,
however, the exclusion reduces or eliminates U.S. taxes. Available data
suggest that U.S. citizens who work abroad have higher real incomes, on
average, than persons working in the United States. Thus, where it does
reduce taxes the exclusion reduces tax progressivity.

The exclusion's effect on horizontal equity is more complicated. Because
foreign countries have costs of living that differ from that of the United
States, the tax liabilities of U.S. persons working abroad differ from the tax
burdens of persons with identical real incomes living in the United States.
A person working in a high-cost country needs a higher nominal income to
match the real income of a person in the United States; an expatriate in a
low-cost country needs a lower nominal income. Since tax brackets,
exemptions, and the standard deduction are expressed in terms of nominal
dollars, persons living in low-cost countries generally have lower tax
burdens than persons with identical real incomes living in the United States.
Similarly, if not for the foreign earned income exclusion, U.S. citizens
working in high-cost countries would pay higher taxes than their U.S.
counterparts.

Because the maximum income exclusion is not linked to the actual cost
of living, the provision overcompensates for the cost of living abroad in
some cases. Indeed, some have argued that because the tax code does not
take into account variations in living costs within the United States, the
appropriate equity comparison is between expatriates and a person living in
the highest cost area within the United States. In this case, the likelihood
that the exclusion reduces rather than improves horizontal equity is
increased.

Rationale
The Revenue Act of 1926 provided an unlimited exclusion of earned

income for persons residing abroad for an entire tax year. Supporters of the
exclusion argued that the provision would bolster U.S. trade performance,
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since it would provide tax relief to U.S. expatriates engaged in trade
promotion.

The subsequent history of the exclusion shows a continuing attempt by
policymakers to find a balance between the provision's perceived beneficial
effects on U.S. trade and economic performance and perceptions of tax
equity. In 1962, the Kennedy Administration recommended eliminating the
exclusion in some cases and scaling it back in others in order to "support the
general principles of equity and neutrality in the taxation of U.S. citizens at
home and abroad." The final version of the Revenue Act of 1962 simply
capped the exclusion in all cases at $20,000. The Tax Reform Act of 1976
would have pared the exclusion further (to $15,000), again for reasons of tax
equity.

However, the Foreign Earned Income Act of 1978 completely revamped
the exclusion so that the 1976 provisions never went into effect. The 1978
Act sought to provide tax relief more closely tied to the actual costs of living
abroad. It replaced the single exclusion with a set of separate deductions
that were linked to various components of the cost of living abroad, such as
the excess cost of living in general, excess housing expenses, schooling
expenses, and home-leave expenses.

In 1981, however, the emphasis again shifted to the perceived beneficial
effects of encouraging U.S. employment abroad; the Economic Recovery
Tax Act (ERTA) provided a large flat exclusion and a separate housing
exclusion. ERTA's income exclusion was $75,000 for 1982, but was to
increase to $95,000 by 1986. However, concern about the revenue
consequences of the increased exclusion led Congress to temporarily freeze
the exclusion at $80,000 under the Deficit Reduction Act of 1984; annual
$5,000 increases were to resume in 1988. In 1986, as part of its general
program of broadening the tax base, the Tax Reform Act fixed the exclusion
at the $70,000 level. The Taxpayer Relief Act of 1997 provided the gradual
increase of the exclusion to $80,000 by 2002, as well as indexing for U.S.
inflation, beginning in 2008.

Assessment

The foreign earned income exclusion has the effect of increasing the
number of Americans working overseas in countries where foreign taxes are
low. This effect differs across countries. As noted above, without section
911 or a similar provision, U.S. taxes would generally be high relative to
domestic U.S. taxes and employment abroad would be discouraged in
countries where living costs are high. While the flat $70,000 exclusion
eases this distortion in the case of some countries, it also overcompensates
in others, thereby introducing new distortions.
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The foreign earned income exclusion has been defended on the grounds
that it helps U.S. exports; it is argued that U.S. persons working abroad play
an important role in promoting the sale of U.S. goods abroad. The impact
of the provision is uncertain. If employment of U.S. labor abroad is a
complement to investment by U.S. firms abroad—-for example, if U.S.
multinationals depend on expertise that can only be provided by U.S.
managers or technicians--then it is possible that the exclusion has the
indirect effect of increasing flows of U.S. capital abroad.

The increased flow of investment abroad, in turn, could trigger exchange-
rate adjustments that would increase U.S. net exports. On the other hand,
if the exclusion's increase in U.S. employment overseas is not accompanied
by larger flows of investment, it is likely that exchange rate adjustments
negate any possible effect section 911 has on net exports. Moreover, there
is no obvious economic rationale for promoting exports.
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EXCLUSION OF CERTAIN ALLOWANCES
FOR FEDERAL EMPLOYEES ABROAD

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 0.5 - 0.5
2006 0.5 - 0.6
2007 0.7 - 0.6
2008 0.6 - 0.7
2009 0.7 - 0.7
Authorization
Section 912.
Description

U.S. Federal civilian employees who work abroad are allowed to exclude
from income certain special allowances that are generally linked to the cost
of living. They are not eligible for the $80,000 foreign earned income
exclusion. (Like other U.S. citizens, they are subject to U.S. taxes and can
credit foreign taxes against their U.S. taxes. Federal employees are,
however, usually exempt from foreign taxes).

Specifically, section 912 excludes certain amounts received under the
Foreign Service Act of 1980, the Central Intelligence Act of 1949, the
Overseas Differentials and Allowances Act, and the Administrative
Expenses Act of 1946. The allowances are primarily for the general cost of
living abroad, housing, education, and travel. Special allowances for
hardship posts are not eligible for exclusion. Section 912 also excludes cost-
of-living allowances received by Federal employees stationed in U.S.
possessions, Hawaii, and Alaska. In addition, travel, housing, food,
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clothing, and certain other allowances received by members of the Peace
Corps are excluded.

Impact

Federal employees abroad may receive a significant portion of their
compensation in the form of housing allowances, cost-of-living differentials,
and other allowances. Section 912 can thus reduce taxes significantly.
Since the available data suggest real incomes for Federal workers abroad are
generally higher than real incomes in the United States, section 912 probably
reduces the tax system's progressivity.

Section 912's impact on horizontal equity (the equal treatment of equals)
is more ambiguous. Without it or a similar provision, Federal employees in
high-cost countries would likely pay higher taxes than persons in the United
States with identical real incomes, because the higher nominal incomes
necessary to offset higher living costs would place these employee stationed
abroad in a higher tax bracket and would reduce the value of personal
exemptions and the standard deduction.

The complete exemption of cost-of-living allowances, however, probably
overcompensates for this effect. It is thus uncertain whether the relative
treatment of Federal workers abroad and their U.S. counterparts is more or
less uneven with section 912. U.S. citizens employed abroad in the private
sector are permitted to exclude up to $80,000 per year rather than an amount
explicitly linked to cost-of-living allowances. Given that flat amount,
whether the tax treatment of federal workers is more or less favorable than
that of private sector workers depends of the size of the federal workers’
cost-of-living allowance.

Some have argued that because no tax relief is provided for persons in
high cost areas in the United States, horizontal equity requires only that
persons abroad be taxed no more heavily than a person in the highest-cost
U.S. area. It might also be argued that the cost of living exclusion for
employees in Alaska and Hawaii violates horizontal equity, since private-
sector persons in those areas do not receive a tax exclusion for cost-of-living
allowances.

Rationale

Section 912's exclusions were first enacted with the Revenue Act of 1943.
The costs of living abroad were apparently rising, and Congress determined
that because the allowances merely offset the extra costs of working abroad
and since overseas personnel were engaged in "highly important" duties, the
Government should bear the full burden of the excess living costs, including
any taxes that would otherwise be imposed on cost-of-living allowances.
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The Foreign Service Act of 1946 expanded the list of excluded
allowances beyond cost-of-living allowances to include housing, travel, and
certain other allowances. In 1960, exemptions were further expanded to
include allowances received under the Central Intelligence Agency Act and
in 1961 certain allowances received by Peace Corps members were added.

Assessment

The benefit is largest for employees who receive a large part of their
incomes as cost-of-living, housing, education, or other allowances. Beyond
this, the effects of the exclusions are uncertain. For example, it might be
argued that because the Federal Government bears the cost of the exclusion
in terms of forgone tax revenues, the measure does not change the
Government's demand for personnel abroad and has little impact on the
Government's work force overseas.

On the other hand, it could be argued that an agency that employs a
person who claims the exclusion does not bear the exclusion's full cost.
While the provision's revenue cost may reduce Government outlays in
general, an agency that employs a citizen abroad probably does not register
a cut in its budget equal to the full amount of tax revenue loss that the
employee generates. If this is true, section 912 may enable agencies to
employ additional U.S. citizens abroad.
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EXCLUSION OF EXTRATERRITORIAL INCOME

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 3.1 32
2006 0.1 39 4.0
2007 Q) 1.9 1.9
2008 @) 0.1 0.1
2009 @) 0.1 0.1

(") Less than $50 million
Authorization

Sections 114 and 941-2.

Description

Prior to enactment of the American Jobs Creation Act of 2004 (AJCA),
the tax code’s extraterritorial income (ETI) provisions permitted U.S.
exporters to exclude between 15% and 30% of their export income from
U.S. tax. The provisions also effectively permit exporters to exclude a
certain amount of income from foreign operations from tax — generally, an
amount equal to the amount of export income that is excluded. The AJCA,
however, provides for the phaseout of the benefit beginning in 2005, with
exports permitted to claim 80% of the benefit they could otherwise use in
2005, and 60% in 2006. The ETI benefit is generally not available in 2007
and thereafter.

Repeal of the ETI provisions is intended to resolve a long-running
controversy between the United States and the European Union (EU). The
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ETI provisions were enacted as a replacement for the Foreign Sales
Corporation (FSC) tax benefit for exporting, which (in response to a
complaint by the EU) was found by a World Trade Organization (WTO)
panel to be in violation of the WTO agreements’ strictures against export
subsidies. However, WTO panels have also found the ETI provisions to be
non-compliant and the WTO authorized the countries of the EU to apply
retaliatory tariffs to items imported from the United States. The EU began
to phase in its tariffs in March, 2004.

The statutory mechanics of the ETI benefit work by defining
“extraterritorial income” and excluding that income from tax.
Extraterritorial income, in turn, is generally defined as a specified portion
of income from the sale of property produced either within the United States
or abroad, with the added proviso that no more than 50% of the value of the
property can be attributable to foreign products or to labor performed
outside the United States. The part of extraterritorial income that is exempt
varies, depending on which of several alternative calculation rules a
taxpayer uses; the exemption can be as small as 15% of qualified income or
as large as 30%.

For exports, the size of the ET tax benefit is the same as the FSC benefit
it replaced. Again, however, the ET exclusion can apply to a certain amount
of income from foreign operations where the FSC benefit did not, so the
total tax benefit a particular firm can obtain is potentially larger under the
ETI exclusion than it was under FSC. Also, to use the FSC benefit exporters
were required to sell their goods through specially-defined subsidiary sales
corporations (FSCs). A firm can use the ETI benefit by selling its exports
directly.

Impact

To the extent the ETI exclusion increases the after-tax return on
investment in export-producing property, and to the extent it applies to
foreign operations, the exclusion increases the after-tax return to investment
abroad. The tax benefit therefore accrues, in part, to owners of firms that
export and firms that both export and conduct foreign operations. However,
in the long run, the burden of the corporate income tax — and the benefit of
corporate tax exclusions — probably spread beyond corporate stockholders
to owners of capital in general, including, for example, unincorporated
businesses and owner-occupied housing.

The ETI benefit is therefore probably shared by U.S. capital in general.
And because capital tends to be owned by upper-income individuals, the
distributional effect of the provision probably reduces the progressivity of
the tax system. Also, because part of the export benefit is passed on to
foreign consumers in the form of lower prices, a part of the ETI benefit
probably accrues to foreign consumers of U.S. exports.
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Rationale

While the ETI benefit was intended as a WTO-compliant replacement for
FSC, FSC itself was enacted as a replacement for another tax benefit that
encountered difficulties with U.S. trading partners: the Domestic
International Sales Corporation (DISC) provisions. DISC was enacted with
the Revenue Act of 1971, and was intended to increase U.S. exports and to
pose a tax incentive for firms to locate their operations in the United States
rather than abroad. DISC thus was thought to provide a counterweight to the
tax code’s deferral incentive for overseas investment.

Soon after DISC was enacted, a number of U.S. trading partners —
including what was then the European Economic Community, or EEC —
charged that the provision was an export subsidy and so violated the General
Agreement on Tariffs and Trade (GATT), a multilateral trade agreement to
which the United States was signatory. In response to the complaints, the
Deficit Reduction Act of 1984 largely replaced DISC with FSC, which
contained a number of features designed to ensure GATT-legality. An
understanding adopted by the GATT Council had held that a country need
not tax economic processes occurring beyond its own borders. With this in
mind, the FSC provisions included requirements that the FSC sales
subsidiaries be incorporated abroad or in a U.S. possession and likewise
conduct certain minimal economic processes overseas.

The countries of the EEC were still not fully satisfied of FSC’s GATT-
legality. Still, the controversy was generally below the surface until 1998,
when what had become the European Union (EU) lodged a complaint with
the World Trade Organization (WTO, GATT’s successor) arguing that FSC
violated the agreements on which the WTO is based. A WTO panel
subsequently upheld the EC’s position, and under WTO procedures, the
United States was required to make its laws WTO-compliant or face either
retaliatory tariffs or compensatory payments. As 2000 drew to a close, the
United States enacted the FSC Repeal and Extraterritorial Income Exclusion
Act containing the ETI exclusion. The European countries, however,
maintained that the ETI provisions are themselves not WTO compliant and
asked the WTO to rule on the WTO-legality of ET provisions. The EU also
asked the WTO to approve retaliatory tariffs, should the ETI regime prove
to be non-compliant. In August, 2001, a WTO panel ruled against the ETI
provisions, and in January, 2002, the WTO Appellate Body rejected a U.S.
appeal. In August, 2002, the WTO set the amount of sanctions that can be
applied by the EU at $4 billion. The EU delayed in implementing its tariffs
while legislation addressing the controversy was considered by the U.S.
Congress. In March, 2004, however, the EU began to phase in its tariffs.
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Assessment

Because the ETI exclusion increases the after-tax return from investment
in exporting, it poses a tax incentive to export. Its supporters argue that the
provision does indeed boost U.S. exports and thus has a beneficial effect on
U.S. employment. Economic analysis, however, suggests that the
provision’s effects are not what might be expected from an export incentive.
The ETI exclusion probably triggers exchange-rate adjustments that ensure
that U.S. imports expand along with any increase the exclusion might cause
in exports; it probably produces little direct improvement in the U.S. balance
of trade. Instead, as the provision probably increases both imports and
exports, it likely increases the overall level of U.S. trade.

Economic theory suggests that another effect of the ETI exclusion is
probably to shift economic welfare from the United States to foreign
consumers. This occurs when part of the tax benefit is passed on to foreign
consumers in the form of reduced prices for U.S. goods. The provision may
also reduce economic efficiency by inducing the United States to trade more
than it otherwise would.

As noted above, in addition to exports, the ETT exclusion extends, in part,
to income from foreign operations: 50% of the value of qualifying property
can be attributable to foreign operations. In principle, this provision may
pose an incentive for U.S. firms that export to also establish operations
abroad. The incentive may be limited in its effect, however, because it
would only apply to U.S. firms that do not have a large volume of foreign
tax credits or who find other tax benefits for investing abroad — specifically,
ability to defer U.S. tax on foreign income — to be more attractive.
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DEFERRAL OF ACTIVE INCOME OF CONTROLLED
FOREIGN CORPORATIONS

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 - 32 3.2
2006 - 3.4 34
2007 - 5.8 5.8
2008 - 6.4 6.4
2009 - 7.0 7.0

Authorization

Sections 11(d), 882, and 951-964.

Description

The United States taxes firms incorporated in the United States on their
worldwide income but taxes foreign-chartered corporations only on their
U.S.-source income. Thus, when a U.S. firm earns foreign-source income
through a foreign subsidiary, U.S. taxes apply to the income only when it is
repatriated to the U.S. parent firm as dividends or other income; the income
is exempt from U.S. taxes as long as it remains in the hands of the foreign
subsidiary. At the time the foreign income is repatriated, the U.S. parent
corporation can credit foreign taxes the subsidiary has paid on the remitted
income against U.S. taxes, subject to certain limitations. Because the
deferral principle permits U.S. firms to delay any residual U.S. taxes that
may be due after foreign tax credits, it provides a tax benefit for firms that
invest in countries with low tax rates.

Subpart F of the Internal Revenue Code (sections 951-964) provides an
exception to the general deferral principle. Under its provisions, certain
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income earned by foreign corporations controlled by U.S. shareholders is
deemed to be distributed whether or not it actually is, and U.S. taxes are
assessed on a current basis rather than deferred. Income subject to Subpart
F is generally income related to passive investment rather than income from
active business operations. Also, certain types of sales, services, and other
income whose geographic source is relatively easily shifted is included in
Subpart F.

While U.S. tax (less foreign tax credits) generally applies when tax-
deferred income is ultimately repatriated to the United States, a provision of
the American Jobs Creation Act of 2004 (P.L. 108-357) provides a
temporary (one-year) 85% deduction for repatriated dividends. For a
corporation subject to the top corporate tax rate of 35%, the deduction has
an effect similar to a reduction in the tax rate on repatriations to 5.25%. The
deduction applies to a one-year period consisting (at the taxpayer’s election)
of either the first tax year beginning on or after P.L. 108-357's date of
enactment (October 22, 2004) or the taxpayer’s last tax year beginning
before the date of enactment.

Impact

Deferral provides an incentive for U.S. firms to invest in active business
operations in low-tax foreign countries rather than the United States, and
thus probably reduces the stock of capital located in the United States.
Because the U.S. capital-labor ratio is therefore probably lower than it
otherwise would be and U.S. labor has less capital with which to work,
deferral likely reduces the general U.S. wage level. At the same time, U.S.
capital and foreign labor probably gain from deferral. Deferral also
probably reduces world economic efficiency by distorting the allocation of
capital in favor of investment abroad.

The one-year deduction for repatriations enacted in 2004 is likely to
encourage some multinational firms to change the timing of dividend
repatriations from the future to the near term, as firms choose to remit some
dividends during the provision’s one-year window rather than during the
future year or years when they were originally scheduled to be repatriated.
As noted below, however (see the section entitled “assessment”), this
scenario likely depends on firms accepting the provision as temporary rather
than permanent.

Rationale
Deferral has been part of the U.S. tax system since the origin of the

corporate income tax in 1909. While deferral was subject to little debate in
its early years, it later became controversial. In 1962, the Kennedy
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Administration proposed a substantial scaling-back of deferral in order to
reduce outflows of U.S. capital. Congress, however, was concerned about
the potential effect of such a step on the position of U.S. multinationals vis
a vis firms from other countries and on U.S exports. Instead of repealing
deferral, the Subpart F provisions were adopted in 1962, and were aimed at
taxpayers who used deferral to accumulate funds in so-called "tax haven"
countries. (Hence, Subpart F's concern with income whose source can be
easily manipulated.)

In 1975, Congress again considered eliminating deferral, and in 1978
President Carter proposed its repeal, but on both occasions the provision was
left essentially intact. Subpart F, however, was broadened by the Tax
Reduction Act of 1975, the Tax Reform Act of 1976, the Tax Equity and
Fiscal Responsibility Act of 1982, the Deficit Reduction Act of 1984, the
Tax Reform Act of 1986, and the Omnibus Reconciliation Act of 1993
(OBRA93). OBRA93 added section 956A to the tax code, which expanded
Subpart F to include foreign earnings that firms retain abroad and invest in
passive assets beyond a certain threshold.

In recent years, however, the trend has been incremental restrictions of
Subpart F and expansions of deferral. For example, the Small Business Job
Protection Act of 1996 repealed section 956A. And the Tax Relief
Extension Act of 1999 (P.L. 106-170) extended a temporary exemption from
Subpart F for financial services income. In 2004, the American Jobs
Creation Act relaxed Subpart F in the area of shipping income and provided
a one-year temporary tax reduction for income repatriated to U.S. parents
from overseas subsidiaries.

Assessment

The U.S. method of taxing overseas investment, with its worldwide
taxation of branch income, limited foreign tax credit, and the deferral
principle, can either pose a disincentive, pose an incentive, or be neutral
towards investment abroad, depending on the form and location of the
investment. For its part, deferral provides an incentive to invest in countries
with tax rates that are lower than those of the United States.

Defenders of deferral argue that the provision is necessary to allow U.S.
multinationals to compete with firms from foreign countries; they also
maintain that the provision boosts U.S. exports. However, economic theory
suggests that a tax incentive such as deferral does not promote the efficient
allocation of investment. Rather, capital is allocated most efficiently--and
world economic welfare is maximized--when taxes are neutral and do not
distort the distribution of investment between the United States and abroad.
Economic theory also holds that while world welfare may be maximized by
neutral taxes, the economic welfare of the United States would be
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maximized by a policy that goes beyond neutrality and poses a disincentive
for U.S. investment abroad.

Supporters of a tax cut for dividend repatriations have argued that the
application of U.S. tax to remissions from overseas subsidiaries poses a
disincentive for U.S. multinationals to repatriate the earnings of their foreign
subsidiaries. The tax onrepatriations, it is argued, acts as a toll on dividends
remitted to U.S. parent companies, and encourages firms to instead reinvest
their earnings abroad. This argument holds that elimination or reduction of
the tax may release the stock of unrepatriated earnings bottled up overseas
by the repatriation tax and stimulate an increased flow of repatriations.
However, economic theory suggests that whether this scenario actually plays
out depends heavily on whether the tax cut for repatriations is temporary (as
it is with AJCA) or permanent. If permanent, theory indicates that no
change in repatriations may occur.

Supporters of the tax cut for repatriations have argued that it will provide
a stimulus for the domestic economy, and encourage firms to undertake
additional investment within the U.S. economy. Economic theory, however,
is skeptical of this outcome, pointing out that firms undertake investment
based on the prospective attractiveness of investment opportunities, on the
one hand, and the return savers (i.e., stockholders) require of their corporate-
sector investments, on the other. An increase in cash flow in the form of
larger repatriations would change neither of these factors.
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INVENTORY PROPERTY SALES SOURCE RULE EXCEPTION

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 - 5.9 59
2006 - 6.2 6.2
2007 - 6.4 6.4
2008 - 6.3 6.3
2009 - 6.1 6.1

Authorization

Sections 861, 862, 863, and 865.

Description

The tax code's rules governing the source of inventory sales interact with
its foreign tax credit provisions in a way that can effectively exempt a
portion of a firm's export income from U.S. taxation.

In general, the United States taxes U.S. corporations on their worldwide
income. The United States also permits firms to credit foreign taxes they
pay against U.S. taxes they would otherwise owe.

Foreign taxes, however, are only permitted to offset the portion of U.S.
taxes due on foreign-source income. Foreign taxes that exceed this
limitation are not creditable and become so-called "excess credits." Itis here
that the source of income becomes important: firms that have excess foreign
tax credits can use these credits to reduce U.S. taxes if they can shift income
from the U.S. to the foreign operation. This treatment effectively exempts
such income from U.S. taxes.

47
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The tax code contains a set of rules for determining the source
("sourcing™) of various items of income and deduction. In the case of sales
of personal property, gross income is generally sourced on the basis of the
residence of the seller. U.S. exports covered by this general rule thus
generate U.S.—rather than foreign—source income.

The tax code provides an important exception, however, in the case of
sales of inventory property. Inventory that is purchased and then resold is
governed by the so-called "title passage" rule: the income is sourced in the
country where the sale occurs. Since the country oftitle passage is generally
quite flexible, sales governed by the title passage rules can easily be
arranged so that the income they produce is sourced abroad.

Inventory that is both manufactured and sold by the taxpayer is treated as
having a divided source. Unless an independent factory price can be
established for such property, half of the income it produces is assigned a
U.S. source and half is governed by the title passage rule. As aresult of the
special rules for inventory, up to 50 percent of the combined income from
export manufacture and sale can be effectively exempted from U.S. taxes.
A complete tax exemption can apply to export income that is solely from
sales activity.

Impact

When a taxpayer with excess foreign credits is able to allocate an item of
income to foreign rather than domestic sources, the amount of foreign taxes
that can be credited is increased and the effect is identical to a tax exemption
for a like amount of income. The effective exemption that the source rule
provides for inventory property thus increases the after-tax return on
investment in exporting. In the long run, however, the burden of the
corporate income tax (and the benefit of corporate tax exemptions) probably
spreads beyond corporate stockholders to owners of capital in general.

Thus, the source-rule benefit is probably shared by U.S. capital in
general, and therefore probably disproportionately benefits upper-income
individuals. To the extent that the rule results in lower prices for U.S.
exports, a part of the benefit probably accrues to foreign consumers of U.S.
products.

Rationale

The tax code has contained rules governing the source of income since
the foreign tax credit limitation was first enacted as part of the Revenue Act
of 1921. Under the 1921 provisions, the title passage rule applied to sales
of personal property in general; income from exports was thus generally
assigned a foreign source if title passage occurred abroad. In the particular
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case of property both manufactured and sold by the taxpayer, income was
treated then, as now, as having a divided source.

The source rules remained essentially unchanged until the advent of tax
reform in the 1980s. In 1986, the Tax Reform Act's statutory tax rate
reduction was expected to increase the number of firms with excess foreign
tax credit positions and thus increase the incentive to use the title passage
rule to source income abroad.

Congress was also concerned that the source of income be the location
where the underlying economic activity occurs. The Tax Reform Act of
1986 thus provided that income from the sale of personal property was
generally to be sourced according to the residence of the seller. Sales of
property by U.S. persons or firms were to have a U.S. source.

Congress was also concerned, however, that the new residence rule would
create difficulties for U.S. businesses engaged in international trade. The
Act thus made an exception for inventory property, and retained the title
passage rule for purchased-and-resold items and the divided-source rule for
goods manufactured and sold by the taxpayer.

More recently, the Omnibus Budget Reconciliation Act of 1993 repealed
the source rule exception for exports of raw timber.

Assessment

Like other tax benefits for exporting, the inventory source-rule exception
probably increases exports. At the same time, however, exchange rate
adjustments probably ensure that imports increase also. Thus, while the
source rule probably increases the volume of U.S. trade, it probably does not
improve the U.S. trade balance. Indeed, to the extent that the source rule
increases the Federal budget deficit, the provision may actually expand the
U.S. trade deficit by generating inflows of foreign capital and their
accompanying exchange rate effects. In addition, the source-rule exception
probably reduces U.S. economic welfare by transferring part of its tax
benefit to foreign consumers.
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International Affairs

DEFERRAL OF CERTAIN FINANCING INCOME

Estimated Revenue Loss

[In billions of dollars]
Fiscal year Individuals Corporations Total
2005 - 1.0 1.0
2006 - 1.1 1.1
2007 - 1.7 1.7
2008 - - -
2009 - - -
Authorization
Sections 953 and 954.
Description

Under the U.S. method of taxing overseas investment, income earned
abroad by foreign-chartered subsidiary corporations that are owned by U.S.
investors or firms is generally not taxed if it is reinvested abroad. Instead,
a tax benefit known as “deferral” applies: U.S. taxes on the income are
postponed until the income is repatriated to the U.S. parent as dividends or
other income.

The deferral benefit is circumscribed by several tax code provisions; the
broadest in scope is provided by the tax code’s Subpart F. Under Subpart
F, certain types of income earned by certain types of foreign subsidiaries is
taxed by the United States on a current basis, even if the income is not
actually remitted to the firm’s U.S. owners. Foreign corporations potentially
subject to Subpart F are termed Controlled Foreign Corporations (CFCs);
they are firms that are more than 50% owned by U.S. stockholders, each of
whom own at least 10% of the CFC’s stock. Subpart F subjects each 10%
shareholder to U.S. tax on some (but not all) types of income earned by the
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CFC. In general, the types of income subject to Subpart F are income from
a CFC’s passive investment — for example, interest, dividends, and gains
from the sale of stock and securities — and a variety of types of income
whose geographic source is thought to be easily manipulated.

Ordinarily, income from banking and insurance could in some cases be
included in Subpart F. Much of banking income, for example, consists of
interest; investment income of insurance companies could also ordinarily be
taxed as passive income under Subpart F. Certain insurance income is also
explicitly included in Subpart F, including income from the insurance of
risks located outside a CFC’s country of incorporation. However, Congress
enacted a temporary exception from Subpart F for income derived in the
active conduct of a banking, financing, or similar business by a CFC
predominantly engaged in such a business. Congress also enacted a
temporary exception for investment income of an insurance company earned
on risks located within its country of incorporation.

In short, Subpart F is an exception to the deferral tax benefit, and the tax
expenditure at hand is an exception to Subpart F itself for a range of certain
financial services income. The exception applies to taxable years of CFCs
beginning in 1999, and the taxable years of their U.S. shareholders within
which such tax years end.

The revenue estimates reflect the effects of the temporary provisions
allowing a lower tax on repatriation of dividends, discussed under Deferral
of Active Income of Controlled Foreign Corporations.

Impact

The temporary exceptions pose an incentive in certain cases for firms to
invest abroad; in this regard its effect is parallel to that of the more general
deferral principle, which the exception restores in the case of certain
banking and insurance income.

The provision only poses an incentive to invest in countries with tax rates
lower than those of the United States; in other countries, the high foreign tax
rates generally negate the U.S. tax benefit provided by deferral. In addition,
the provision is moot (and provides no incentive) even in low-tax countries
for U.S. firms that pay foreign taxes at high rates on other banking and
insurance income. In such cases, the firms have sufficient foreign tax credits
to offset U.S. taxes that would be due in the absence of deferral. (Inthe case
of banking and insurance income, creditable foreign taxes must have been
paid with respect to other banking and insurance income. This may
accentuate the importance of the exception to Subpart F.)
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Rationale

Subpart F itself was enacted in 1962 as an effort to curtail the use of tax
havens by U.S. investors who sought to accumulate funds in countries with
low tax rates — hence Subpart F’s emphasis on passive income and income
whose source can be manipulated. The exception for banking and insurance
was likewise in the original 1962 legislation (though not in precisely the
same form as the current version). The stated rationale for the exception
was that interest, dividends, and like income were not thought to be
“passive” income in the hands of banking and insurance firms.

The exceptions for banking and insurance was removed as part of the
broad Tax Reform Act of 1986 (Public Law 99-514). In removing the
exception (along with several others), Congress believed they enabled firms
to locate income in tax haven countries that have little “substantive
economic relation” to the income. As passed by Congress, the Taxpayer
Relief Act of 1997 (Public Law 105-34) generally restored the exceptions
with minor modifications. In making the restoration, Congress expressed
concern that without them, Subpart F extended to income that was neither
passive nor easily movable. However, the Act provided for only a temporary
restoration, applicable to 1998. Additionally, the Joint Committee on
Taxation identified the exceptions’ restoration as a provision susceptible to
line-item veto under the provisions of the 1996 Line-Item Veto Act because
of its applicability to only a few taxpaying entities, and President Clinton
subsequently vetoed the exceptions’ restoration. The Supreme Court,
however, ruled the line-item veto to be unconstitutional, thus making the
temporary restoration effective for 1998, as enacted.

The banking and insurance exceptions to Subpart F were extended with
a few modifications for one year by the Tax and Trade Relief Extension Act
0f 1998. (The Act was part of Public Law 105-277, the omnibus budget bill
passed in October, 1998.) The modifications include one generally designed
to require that firms using the exceptions conduct “substantial activity” with
respect to the financial service business in question and added a “nexus”
requirement under which activities generating eligible income must take
place within the CFC’s home country. In 1999, Public Law 106-170
extended the provision through 2001. In 2002, Public Law 107-147
extended the provision for five additional years, through 2006. The
American Jobs Creation Act of 2004 added rules permitting, in some
circumstances, certain qualifying activities to be undertaken by related
entities.

Assessment
Subpart F attempts to deny the benefits of tax deferral to income that is

passive in nature or that is easily movable. It has been argued that the
competitive concerns of U.S. firms are not as much an issue in such cases
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as they are with direct overseas investment. Such income is also thought to
be easy to locate artificially in tax haven countries with low tax rates. But
banks and insurance firms present an almost insoluble technical problem; the
types of income generated by passive investment and income whose source
is easily manipulated are also the types of income financial firms earn in the
course of their active business. The choice confronting policymakers, then,
is whether to establish an approximation that is fiscally conservative or one
that places most emphasis on protecting active business income from
Subpart F. The exceptions’ repeal by the Tax Reform Act of 1986 appeared
tﬁ do the former, while the recent restoration of the exceptions appears to do
the latter.

It should be noted that traditional economic theory questions the merits
of the deferral tax benefit itself. Its tax incentive for investment abroad
generally results in an allocation of investment capital that is inefficient
from the point of view of both the capital exporting country (in this case the
United States) and the world economy in general. Economic theory instead
recommends a policy known as “capital export neutrality” under which
marginal investments face the same tax burden at home and abroad. From
that vantage, then, the exceptions to Subpart F likewise impair efficiency.

Selected Bibliography

MCLaughlin, Megan. “Truly a Wolf, Or Just a Sheep in Wolf’s
Clothing? The Active Finance Exception to Subpart F.” Virginia Tax
Review 21 (Spring, 2002): 649.

U.S. Congress, Joint Committee on Taxation. “Extension and
Modification of Exceptions under Subpart F for Active Financing Income.”
In General Explanation of Tax Legislation Enacted in the 1 07" Congress.
Joint Committee Print. 107 Congress, 2nd session. Washington, DC: U.S.
Government Printing Office, 2003. Pp. 279-283.

U.S. Department of the Treasury, Office of Tax Policy. The Deferral of
Income Earned Through U.S. Controlled Foreign Corporations.
Washington, DC: December, 2002.

Yoder, Lowell D. “The Subpart F Exception for Active Financing
Income.” Tax Management International Journal 31 (June 14, 2002): 283-
303.



International Affairs

TREATMENT OF CERTAIN DIVIDENDS OF
REGULATED INVESTMENT COMPANIES

Estimated Revenue Loss

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 Q) Q) Q)
2006 0.1 @) 0.1
2007 0.1 @) 0.1
2008 0.1 @) 0.1
2009 . () 0

(") Less than $50 million.
Authorization
Sections 871 and 881.
Description

Regulated investment companies (RICs) are corporations that operate as
passthrough entities and are commonly referred to as mutual funds. These
firms pay no income tax, but the income is taxed to the investors. When
income is favorably treated (such as long term capital gains) a portion of the
dividend can be identified as arising from that income source, providing the

same treatment as if securities had been held directly.

In the case of foreign investors, who are not generally subject to U.S. tax,
the United States imposes a withholding tax at the firm level. This tax is
nominally 30% but can be lowered through treaties. However, the minimum
tax on dividends is 15%. For direct holdings by foreigners, certain types of
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interest (primarily on bank deposits) and certain capital gains are not subject
to the withholding tax.

Foreign investors are generally not subject to federal estate taxes, but the
estate tax does apply to U.S. holdings.

This provision allows RICs to designate portions of their dividend
payments as interest and short term capital gains and also to designate those
portions of their assets that reflect underlying property not associated with
the United States. Essentially, it allows a direct “look-through” treatment
for these assets to achieve the same treatment that would occur if the assets
were held directly rather than through a mutual fund. These provisions do
not apply in certain cases, including those cases when the foreign
shareholder owns 10% or more of the shares, when the country involved
does not share information with the United States, and in certain other
circumstances.

The provisions are effective after 2004 but expire after 2007.

Impact

This provision lowers the taxes on foreign investors in U.S. mutual funds
to the extent the underlying assets qualify for exemption if held directly, for
a temporary period.

Rationale

This provision was enacted as part of the American Jobs Creation Act of
2004 (P.L. 108-357), a bill that repealed the Extraterritorial Income
provision that was found to be an unacceptable export subsidy by the World
Trade Organization. The purpose was to enhance the ability of firms to
compete internationally and to create and preserve manufacturing jobs.

Assessment

The provision should make it easier for foreign persons to invest in the
United States, because mutual funds are an easy way, particularly for smaller
investors, to make such investments. This provision will extend the benefits
of exemption from withholding that apply to certain underlying assets to
mutual fund dividends paid to foreigners.
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General Science, Space, and Technology

TAX CREDIT FOR
QUALIFIED RESEARCH EXPENDITURES

Estimated Revenue Loss*

[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 4.8 4.9
2006 0.1 3.0 3.1
2007 @) 1.5 1.5
2008 @) 1.0 1.0
2009 @) 0.4 0.4

*This provision will expire on December 31, 2005; if it is

retained in its present form, the credit’s annual cost is about $3.5
billion.

(O ess than $50 million.
Authorization
Section 41.
Description

A non-refundable, 20-percent income tax credit is allowed for certain

research expenditures paid or incurred in carrying on the trade or business
of a taxpayer. The credit applies only to the taxpayer's qualified research
expenditures for a tax year in excess of a base amount. This amount is

computed by multiplying a fixed ratio, which for established corporations

is research expenditures divided by gross receipts in 1984-1988, by average

gross receipts for the past four years. The base amount cannot be less than

50 percent of current research expenditures, and the fixed ratio may not

exceed 0.16. Corporations lacking the requisite number of tax years from

1984 to 1988 are assigned an initial fixed ratio of 0.03 during the first five

(39)
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tax years in which they have both gross receipts and qualified research
expenses.

Corporations also have the option of claiming an alternative incremental
research tax credit. The credit is equal to the sum of 2.65 percent of a firm’s
qualified research expenditures above 1 percent but not greater than 1.5
percent of its average gross receipts in the four previous years, 3.2 percent
of its qualified research expenditures above 1.5 percent but not greater than
2.0 percent of the same receipts, and 3.75 percent of its qualified research
expenditures that exceed 2.0 percent of the same receipts. In general, firms
can expect to benefit more from the alternative credit than the regular credit
if their qualified research expenditures in the current tax year are slightly
above their base amounts under the regular credit.

The definition of research that is eligible for the credit has been a
contentious issue since the credit first entered the tax code in July 1981. As
it now stands, research must satisfy three criteria in order to qualify for the
credit. First, it must relate to activities that can be expensed under section
174, which is to say that the research must be “experimental” in the
laboratory sense. Second, the research must be undertaken to discover
information that is “technological in nature” and useful in the development
of a new or improved product, process, computer software technique,
formula, or invention that is to be sold, leased, licensed, or used by the firm
performing the research. And third, the research must relate to activities that
constitute a process of experimentation whose goal is the development of a
product or process with a “new or improved function, performance, or
reliability or quality.”

Not all spending related to qualified research is eligible for the
incremental or alternative credits; qualified spending fits into one of the
following categories:

(1) in-house expenditures by the taxpayer for wages, salaries, and
supplies used in research;

(2) certain time-sharing costs for computers used in research, and

(3) 65 percent of amounts paid by the taxpayer for contract research; the
share rises to 75 percent if non-profit scientific research consortia
perform the research.

The credit does not apply to expenditures for equipment and structures
used in qualified research, the fringe benefits of employees involved in this
research, and overhead costs related to research (e.g., rent, utility costs,
leasing fees, administrative and insurance costs, and property taxes). Nor
can it be claimed for research done after the start of commercial production,
research aimed at adapting existing products for a specific customer’s needs,
research that duplicates existing products, surveys, routine testing, research
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to modify computer software for internal use, foreign research, research
funded by others, and research in the social sciences, arts, or humanities.

If a taxpayer claims a research tax credit and deducts research
expenditures under section 174, then the deduction must be reduced by the
amount of the credit. This reduction, which is tantamount to a basis
adjustment, has the effect of including the credit in a firm’s taxable income.

In addition, payments made by C corporations (including grants or
contributions) for basic research conducted by universities and non-profit
scientific research organizations are eligible for a basic research tax credit.
The credit is equal to 20 percent of these payments above a base amount,
which is defined as the sum of 1 percent of a taxpayer’s in-house and
contract research spending in the base period and any excess of its average
non-basic research contributions to qualified organizations in the base
period, adjusted for increases in the cost of living, over its contributions in
the current tax year. Research expenditures used to compute the basic
research credit may not also be included in those used to compute the regular
or alternative research credits.

The research credit is due to expire on December 31, 2005. It may not be
claimed for eligible expenses paid or incurred after June 30, 1995 and before
July 1, 1996 because the credit was not in effect during that period and has
not been renewed retroactively to cover it.

Impact

The credit has the effect of reducing the net cost to a business of
performing qualified research. While the statutory rate of the credit is 20
percent, the actual reduction in cost is much less than 20 percent owing to
certain rules governing the computation of the credit. After subtracting the
credit from the deduction for research expenditures under section 174, the
credit’s marginal effective rate falls to 13 percent: [0.20 x (1-0.35)]. In
addition, firms whose current ratio of research spending to gross receipts is
more than double the ratio during their base periods are subject to the rule
that their base amounts equal 50 percent or more of qualified research
expenditures in a tax year. For these firms, the marginal effective rate
further shrinks to 6.5 percent. Moreover, since an increase in sales relative
to qualified research expenditures may cause a loss of future credits, the
credit also has the potential to impose a slight tax on sales growth.

Because of its design, the credit does not provide benefits to all firms
undertaking qualified research. For instance, it is of no benefit to firms
whose research expenditures are declining relative to gross receipts, but it
does benefit firms whose research expenditures are increasing relative to
gross receipts. Firms with rapidly growing research expenditures relative to
receipts receive the largest benefits, but no more than 50 percent of
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qualifying expenditures can be eligible for the credit, even if the base
amount is less than 50 percent of current expenditures.

Individuals to whom the credit is properly allocated from a partnership
or subchapter S corporation may use the credit in a particular year to offset
only the tax on their taxable income derived from that business. As aresult,
an individual cannot use a research credit earned from a partnership or S
corporation to offset the tax on income from the other sources.

The credit is claimed mostly by C corporations, while its direct tax
benefits accrue largely to higher-income individuals (see discussion in the
Introduction).

Rationale

Section 41 was enacted as part of the Economic Recovery Tax Act of
1981. Initially, the credit rate was fixed at 25 percent, there was no basis
adjustment, and the base amount was the average of the past three years of
research expenditures. A major justification for such a design was that a
substantial incremental tax credit was needed to overcome the reluctance of
many established companies to bear the significant costs of staffing,
supplies, and certain equipment expenses such as computer charges
associated with initiating or expanding research programs.

The original credit was supposed to expire at the end of 1985 to give
Congress an opportunity to evaluate its effects before deciding whether or
not to extend it. It was extended retroactively through 1988 at areduced rate
of 20% by the Tax Reform Act of 1986. The Technical and Miscellaneous
Revenue Act of 1988 extended the credit for another year and a half and
added a basis adjustment equal to 50 percent of the credit.

The Omnibus Reconciliation Act of 1989 made additional important
changes in the credit. Specifically, the act extended the credit through 1990,
allowed the base amount to increase in pace with gross receipts rather than
research expenditures, allowed the credit to apply to research intended to
explore future lines of business as well as to develop current ones, and
provided for the full basis adjustment. The Omnibus Reconciliation Act of
1990 extended the credit through the end of 1991, and the Tax Extension
Act of 1991 further extended it through June 1992. After the credit expired
and was in abeyance for about one year, the Omnibus Budget Reconciliation
Act of 1993 retroactively extended it through June 1995. After the credit
again expired and lapsed for about one year, the Small Business Job
Production Act of 1996 reinstated it retroactively to July 1, 1996 and
extended it through May 31, 1997, leaving a one-year gap in coverage that
still exists. The act also introduced the three-tiered alternative credit and
allowed 75 percent of payments to non-profit research consortia to be
eligible for the credit. The Taxpayer Relief Act of 1997 further extended the



63

credit through June 1998, and the omnibus budget bill passed in 1998 (P.L.
105-277) extended the credit through June 1999. After expiring yet again,
the credit was extended to June 30, 2004 by the Ticket to Work and Work
Incentives Improvement Act of 1999 (P.L. 106-170). In October 2004,
President Bush signed into law a tax bill (the Working Families Tax Relief
Act of 2004, P.L. 108-311) that included a provision extending the credit
through December 31, 2005.

Assessment

Among economists and policymakers, there is widespread agreement that
investment in research and development (R&D) has a profound effect on
long-term economic growth through the innovations it spawns. At the same
time, it is thought that private R&D investment is bound to be less than
optimal in a market economy mainly because many firms besides the ones
financing the R&D are likely to capture some of the economic benefits from
research. The nature of the direct results of R&D (i.e., new knowledge or
knowhow) makes it very difficult for firms investing in R&D to prevent
other firms from appropriating some of the returns, even in the presence of
patent protection. There is conclusive evidence that over time, the social
returns to R&D are much larger than the private returns. These findings
suggest that a case can be made on economic grounds for government
subsidies to R&D investments. In the absence of government intervention
in the market for R&D, the private sector would be likely to invest less in
R&D than its potential social returns would warrant. Public subsidies for
R&D (e.g., research tax credits) can remedy this market failure, making
everyone better off.

Sinceits enactment in 1981, the research tax credit has provided in excess
of $1 billion a year in tax subsidies for business R&D investment. The
credit’s effectiveness hinges on the sensitivity of this investment to declines
in its real after-tax cost. Available evidence suggests that in the 1980s at
least, a decline in this cost of one dollar was associated with an increase in
business R&D investment of one to two dollars. Nonetheless, because this
sensitivity may shift over long periods, it is uncertain if R&D investment
remains as responsive today.

Even though the credit can be justified on economic grounds and has
proven to be cost-effective in certain periods, it is open to several criticisms.
First, a tax subsidy may not be the most efficient way to encourage increased
R&D investment, since an open-ended subsidy like the credit does not
necessarily target R&D with the greatest social returns. Second, the lack of
aclear and widely accepted definition of research that qualifies for the credit
increases the likelihood that firms are fraudulently reclassifying some
expenses to make them eligible for the credit. Third, the credit’s marginal
effective rate may be too low to boost business R&D to levels commensurate
with its economic benefits. Finally, the credit’s lack of permanence is
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thought to undermine its effectiveness by heightening the uncertainty
surrounding the expected after-tax returns on prospective R&D investments.
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General Science, Space, and Technology

EXPENSING OF
RESEARCH AND EXPERIMENTAL EXPENDITURES

Estimated Revenue Loss
[In billions of dollars]

Fiscal year Individuals Corporations Total
2005 0.1 4.0 4.1
2006 0.1 5.5 5.6
2007 0.1 6.3 6.4
2008 0.1 6.4 6.5
2009 0.1 6.3 6.4

Authorization
Section 174.
Description

As a general rule, business expenditures to acquire an asset with a useful
life extending beyond a single tax year, such as a machine tool or computer
system, must be capitalized and cannot be deducted in the year the
expenditures are made or incurred. These costs usually are recovered
through depreciation deductions over the useful life of the asset or the sale
or abandonment of the asset.

Under section 174, however, a taxpayer may deduct as a current business
expense certain research expenditures that are paid or incurred in connection
with the taxpayer's trade or business. This treatment is available even
though the research expenditures are likely to generate intangible assets
(e.g., patents) with a useful life extending beyond a single tax year.
Alternatively, a taxpayer may treat these expenditures as deferred expenses
and deduct them on a straight-line basis over a period of 60 months or more;
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this treatment is know as amortization. Treasury regulations define the
expenditures eligible for the deduction as "research and development costs
in the experimental or laboratory sense.” The regulations also specify that
eligible research expenditures include all costs related to “the development
of an experimental or pilot model, a plant process, a product, a formula, an
invention, or similar property, and the improvement of already existing
property.”

Expenditures for the acquisition or improvement of land or for the
acquisition or improvement of depreciable or depletable property to be used
in connection with research cannot be deducted under section 174. In
practice, this means that outlays for structures and equipment used in
research and development (R&D) must be recovered over 15 years and 3
years, respectively, using the depreciation schedules allowed under section
167. In addition, expenditures to ascertain the existence, location, extent,
or quality of mineral deposits, including oil and gas, may not be deducted
under section 174.

The deduction allowed under section 174 is reduced by the amount (if
any) of any credit claimed under section 41 for certain increases in research
expenditures.

Impact

The expensing of research costs under section 174 has the effect of
deferring tax liability, making it the most accelerated form of depreciation.

For example, if a profitable corporation were to spend $1 million on
wages and supplies related to R&D in a tax year, it would be able to deduct
that amount from its taxable income, producing a cash flow (at a 35-percent
marginal tax rate) of $350,000. The value to the corporation of such -
treatment is the amount by which the present value of the immediate
deduction exceeds the present value of the periodic deductions that
otherwise would be taken over the useful life of the asset (such as a patent)
resulting from the research expenditures. Expensing is equivalent to taxing
the returns to an asset at a marginal effective rate of zero. In other words,
under expending, the after-tax and pre-tax return on the investment are the
same.

The direct beneficiaries of this provision obviously are firms that un-
dertake research. For the most part, these tend to be large manufacturing
corporations engaged in developing, producing, and selling technologically
advanced products. As a corporate tax deduction, the benefits of expensing
any capital cost accrue mainly to upper-income individuals (see discussion
in the Introduction).
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Rationale

Section 174 was enacted as part of the Internal Revenue Code of 1954.
The legislative history of the act indicates that Congress was pursuing two
overriding aims in enacting section 174. One was to encourage firms
(especially smaller ones) to invest in R&D; and the second aim was to
eliminate the difficulties and uncertainties facing business taxpayers over the
depreciation of research expenditures under previous tax law.

Assessment

There appears to be no controversy over the desirability of the provision,
reflecting a widespread acceptance of its primary benefits. It simplifies tax
compliance and accounting for business taxpayers by eliminating the
problems of identifying expenditures associated with R&D and assigning
useful lives to any assets created through R&D. Section 174 also stimulates
business R&D investment by boosting after-tax returns to such investment
and increasing the cash flow of firms engaged in R&D. This benefit
addresses the widely held concern that R&D investment is generally
inadequate in a market economy, mainly because of the spillover effects of
R&D. There is some empirical evidence that the social returns to R&D
exceed the private returns.

While these considerations constitute a strong case for subsidizing R&D
investments, they do not necessarily argue in favor of a tax preference like
section 174. A principal shortcoming with R&D tax subsidies like section

174 is that they do not precisely target those investments with the largest
external benefits.
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